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DISCUSSION OF DEVELOPMENT OF AN ADEQUATE ECONOMIC DATA BASE WITH 
RESPECT TO MUTUAL FUND SALES CHARGES IN CONNECTION WITH HEARINGS 
ON MUTUAL FUND DISTRIBUTION AND THE POTENTIAL IMPACT OF THE 
REPEAL OF SECTION 22(d) OF THE INVESTMENT COMPANY ACT OF 1940 
(15 U.S.C. 80a-22(d)) 
File No. 4-164 
On November 3, 1972, the Commission announced hearings on mutual fund 
distribution and the potential impact of the repeal of Section 22(d) 
of the Investment Company Act of 1940 (Investment Company Act Rel. 
No. 7475; 37 FR 24449, 11-17-72). Section H of that release discussed 
the desirability of developing an adequate economic data base with 
respect to mutual fund sales charges. Such data could facilitate the 
Commission in monitoring trends in the industry's costs, profitability, 
and general economic structure. If this data were made publicly available 
by the Commission on a timely basis, it could provide mutual fund 
directors with information which would be of value to them in the 
discharge of their duty in evaluating investment advisory and principal 
underwriting contracts. A threshold question is whether it is necessary 
to develop procedures for the full allocation of expenses to revenue in 
order for the Commission and mutual fund directors to discharge their 
responsibilities. In this connection, particular attention is called 
to the December 29, 1972, report to the Commission by the Advisory 
Committee on Investment Companies and Advisers. Of course, in order to 
embark on any such program of data collection analysis and dissemination, 
the Commission would have to develop adequate staff resources and review 
capability. 
This release is intended to provide a focal point for discussion during the 
hearings and to articulate some of the possible approaches in this area. 
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A. Investment Advisers and Principal Underwriters 
I. Information Presently Available 
Information currently available concerning the financial environment of 
mutual fund management companies is both incomplete and inconsistent in 
terminology and format. For example, Form 10-K's (17 CFR 249.310), which 
contain financial schedules, are filed by publicly-held investment 
advisers and principal underwriters, but most investment advisers and 
principal underwriters are not publicly held and therefore do not file 
such information. Furthermore, although the information contained in 
the Form 10-K's permits an evaluation of profitability, it does so only 
for total operations, which often include non-mutual fund operations such as 
real estate or insurance. The terminology used within the income statement 
is often inconsistent from one company to another. For example, "Manage-
ment fees, etc." may include fees other than investment company advisory 
fees. Expense items are usually consolidated under accounting titles too 
general to permit an outsider to relate such expenses to a specific 
revenue source. 
Form N-1R, (17 CFR 274.101) filed by most registered management investment 
companies, provides information on the gross revenue received by an 
investment adviser and principal underwriter from advisory fees and from 
underwriting operations. Although in certain circumstances income state-
ments of the investment adviser or principal underwriter are required in 
the report, a breakdown of expenses between underwriting and advisory 
functions is not required. 
II. Data Base Desirable 
A. Background 
The "Economic Study of the Distribution of Mutual Funds and Variable Annuities" 
released by the NASD in May 1972 suggested that expenses were an unreliable 
element in determining the reasonableness of mutual fund sales charges. 
These expenses are difficult to measure precisely; past expenses are not 
necessarily a measure of future expenses; and expenses need not be 
functionally related to income since expenses in one area may be incurred 
to obtain revenue for an unrelated function. For example, expenses may be 
incurred in underwriting to obtain future revenue through increased advisory 
fees. While this may be presently the case, it may nevertheless be feasible 
to develop an income and expense reporting system for the industry which 
could facilitate future economic analyses. 
B. Functional Breakout 
1) Underwriting v. Advisory Expenses 
Is it feasible and desirable to account separately for the profitability 
of distributing and advising mutual funds? Would such a separation be 
helpful to management or to shareholders in measuring relative profitability 
of the advisers or underwriter's operations? What burdens on management 
would the requirement for separate accounting produce? 
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2) Areas of Profitability 
One approach to constructing a data base to provide a meaningful 
delineation of profits would be to require separate identification of 
income and expenses for particular functions of investment companies such 
as: 
(a) sales charges (gross or net) from underwriting, 
(b) sales charges from retailing, 
(c) fees for investment advisory services, 
(d) fees for administrative services, 
(e) income from brokerage generated by an investment 
company's portfolio transactions, and 
(f) other income. 
3) Components 
The components of each function could be accounted for separately to show 
(a) revenue items, (b) direct expenses and (c) indirect expenses. 
(a) Revenue. Can gross revenue be identified for each income area of 
concern? 
(b) Direct Expenses. Some expenses are directly attributable to 
specific revenue producing functions and can be identified with them if 
records adequate for the purpose are maintained. Such expenses could include: 
(i) sales charges paid to dealers, 
(ii) sales representatives' compensation, 
(iii) salaries of other sales department personnel, 
(iv) sales promotional expense, 
(v) salaries of investment research personnel — analysts, 
economists, statisticians, etc., and 
(vi) cost of execution facilities for brokerage. 
Is accounting or recordkeeping for direct expenses maintained in such a way 
as to permit an accurate breakdown of such expenses among functions? If not, 
would it be practical and how costly would it be to do this? 
(c) Indirect Expenses. Various expenses cannot be assigned directly to a 
single function. These must be allocated, at least in part, among functions 
to arrive at separate profit figures. Such expenses could include: 
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(i) salaries (for executives engaged in more than one function), 
(ii) general administration expenses, 
(iii) occupancy and equipment expense, 
(iv) depreciation and amortization, 
(v) dues, fees and assessments paid to exchanges, associations 
and regulatory agencies, 
(vi) interest expense, 
(vii) income taxes and other taxes, and 
(viii) other allocable expenses. 
What is the most reasonable method for allocating these expenses? Since 
indirect expenses must be allocated with some discretion, there are various 
methods that could be considered. For example, could they reasonably be 
allocated on the basis of total direct expenses incurred by the various 
revenue producing functions? Could direct labor hours, total payroll dollars 
or revenue dollars received from each function serve as a basis? Could a 
method of allocation be devised separately by each firm on the basis of 
"reasonableness," and sufficient consistency within the industry still be 
maintained? What approaches would result in a fair statement of profits 
among functions and a reasonable degree of consistency throughout the 
industry? Should such approaches be subject to Commission or NASD approval? 
4) Other Expense Considerations 
Is it relevant to break down expenses to the individual fund level? 
Certain management expenses are now allocated among funds in a complex 
based on each fund's assets relative to the total assets of the advisory 
complex. However, many complexes consist of funds of varying sizes and with 
different investment objectives, and management effort may not be actually 
expended in direct proportion to asset size. Under these circumstances, 
should some basis other than relative assets be devised? 
III. Reporting 
Would a periodic report by principal underwriters and advisers of 
investment companies, stating the revenues, expenses and profits associated 
with each revenue producing function be the most effective means of disclosure? 
What would be the least burdensome method of such disclosure? Revision of 
an existing report form to provide for the submission of additional financial 
information could be considered. The alternatives available are: 
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A. Form N-1R (17 CFR 274.101). This report is now submitted by most 
management investment companies and is generally reviewed by the directors 
of mutual funds. Also, the Form N-1R has been designed for computer entry 
and would thus lend itself to statistical study. However, is a report 
submitted by the funds a proper vehicle for reporting profit data of the 
management and principal underwriting organizations? 
B. Form 10-K (17 CFR 249.310). This report, by its nature, lends itself 
most easily to the type of information required. However, it is filed by 
only a small percentage of mutual fund management and principal underwriting 
organizations and would thus provide only a limited sampling. 
C. Form ADV (17 CFR 279.1). The registration statement of investment 
advisers would permit the management to report in a more direct fashion 
than a vehicle such as Form N-1R which is submitted by the funds. However, 
Form ADV is filed by all registered investment advisers, not just those 
which advise mutual funds. Further, Form ADV is required to be filed only 
once and updated only when any of the information becomes inaccurate. The 
Advisory Committee on Investment Companies and Advisers has recommended 
that this form be filed on an annual basis and revised and expanded to 
serve as the basic adviser reporting form. If the resources necessary 
for the monitoring and utilization of the data were available, would the 
recommended replacement report be a proper reporting instrument? 
D. Form X-17A-10 (17 CFR 249.618). This report is the basic source of 
financial information concerning the operations of broker-dealers and is 
filed annually by all broker-dealers with at least $20,000 of gross 
securities income. The report requires the disclosure of details of income 
but does not allocate expenses. It is submitted for the calendar year on 
a non-public basis. Should this form be amended to include profit data 
for underwriting and managing mutual funds? Or, should such information 
be obtained more directly since the brokerage business may be only a small 
part of a larger mutual fund operation and may be organized separately? 
* * * 
In light of the limitations of each of these reports, should a new report 
format be devised which would be used only by the principal underwriter and 
adviser to mutual funds? In order to be useful to all concerned, the data 
must be reported in a timely manner. This would permit monitoring earlier 
in the development stage of new trends. Would an annual basis be the proper 
interval? Would fiscal year rather than calendar year be preferable? 
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B. Broker-Dealers 
Many of the considerations in the foregoing discussion relating to the 
profitability of managing and underwriting mutual funds apply also to 
broker-dealers engaged in the retail sale of mutual fund shares. 
The sale of mutual fund shares generally represents a relatively small 
percentage of the gross revenues of broker-dealers. However its relative 
significance to them cannot be evaluated since reported expenses are not 
allocated to this and other revenue sources. For example, is the profit 
per dollar of revenue or per transaction greater or less than the profit 
on other segments such as commission business or underwriting, particularly 
of such competing investment products as closed-end funds and certain real 
estate and tax shelter investments? Could the necessary allocation methods 
suggested in the instructions to the New York Stock Exchange revised Income 
and Expense Reporting Form be adapted for this purpose? 
For those broker-dealers to whom revenue from the sale of mutual funds 
constitutes a high percentage of gross revenue, there should not be a 
problem in ascertaining costs allocable to those sales; however, these 
represent only a relatively small fraction of the total number of brokers. 
Does allocation of expenses become more difficult in larger concerns which 
conduct a diversified securities business in which the sale of mutual fund 
shares is only one of several sources of revenue? For such a firm, can 
certain direct expenses, such as sales executivies and employees 
compensation and sales promotion, be related to a revenue source? Is the 
current practice with respect to allocation sufficient to impart an 
appropriate understanding of the relative significance to such firms of 
the retail sales of mutual fund shares? 
This discussion is not intended to represent a formal proposal for a rule 
amendment but rather only to stimulate additional comments during the 
forthcoming hearings. 
By the Commission. 
Ronald F. Hunt 
Secretary 
